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the Written Statement of Fred Larsen, which Mr. Larsen intends to present to the Board on behalf
of Salomon Smith Barney on March 7, 2000, at the oral hearing scheduled in the above-
referenced proceeding. In accordance with the Board’s decision served February 17, 2000, we
have enclosed an original and 10 copies of the statement, along with a diskette containing the
text of that statement in WordPerfect 6/7/8/9 format.
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WRITTEN STATEMENT OF

FRED LARSEN

DIRECTOR, INVESTMENT BANKING

ENTERED

SALOMON SMITH BARNEY
BEFORE THE SURFACE TRANSPORTATION BOARD
IN Offlce of the Sacretary
5TB EX PARTE NO. 582 FEB 29 2000
PUBLIC VIEWS ON MAJOR RAIL CONSOLIDATIONS Puhll,lgr;‘ggom

Good morning. Iam a Director in the Investment Banking Division of Salomon
Smith Barney (“SSB”), responsible for covering surface and freight transportation
companies, including North American railroads. My role is to deliver, supervise, and
help execute the entire range of investment banking services SSB offers to my clients,
including mergers and acquisitions, capital raising in the debt and equity markets, and
other services. Thave acted in this capacity for over three and one-half years, since I
joined SSB predecessor company Salomon Brothers Inc in June of 1996. In total, [ have
wotked in the investment banking industry for over nine and one-half years in various
capacities. "

Salomon Smith Barney is one of the leading investment banks in the world, with
expertise and experience in all facets of investment banking. SSB (and its predecessor
company Salomon Brothers Inc) has acted as one of the leading investment banks to the
North American railroad industry for many years. SSB is the leading book-running
manager of debt and equity offerings in the global rail industry over the past five years,
raising over $9 billion since the beginning of 1995. Measured by proceeds raised, SSB
has participated in or lead-managed almost one-half of the corporate debt offerings in
the North American rail sector over the past five years. SSB’s roles in these offerings
have included lead managing the $2.5 billion investment grade debt offering by CSX
Corporation in May of 1997 (used to help finance C5X’s purchase of a portion of Conrail
Inc) and co-managing the $1.5 billion convertible preferred stock offering by Union
Pacific Capital Trust on behalf of Union Pacific Corporation in March of 1998. Most
recently, SSB acted as advisor to Canadian National Railway Company (“CN”) in its
announced combination with Burlington Northern Santa Fe Corporation (“BNSF”), filed
under STB Finance Docket No. 33842 (the “BNSF/CN transaction”). I personally have
been directly and closely involved in all three of these transactions.

In connection with SSB’s expertise and experience in strategic and capital raising
matters for the North American rail industry, I have come before you today on behalf of
Salomon Smith Barney to comment on a number of the issues the Board has identified as
matters of concern in its notice dated January 24, 2000 scheduling these proceedings. In



particular, I would like to make my observations from the point of view of the public
capital markets in North America.

FIRST, in ifs press release announcing the notice of proceedings, “the Board
stated that it is aware that, in the wake of the filing of the BNSF/CN notice of intent,
there has been a great deal of speculation that the strategic responses of the remaining
North American rail carriers to the proposed BNSF/CN transaction will lead to a new
round of major railroad consolidations, ultimately resulting in the formation of two
North American transcontinental railroad systems.”

I cannot comment on all the potential reasons that this speculation may or may
not prove to be true in the future. However, I can observe that there is no evidence that
the public capital markets—in particular, the equity market—are providing any
meaningful pressure on the remaining North American railroads to enter into any
further combinations in response to the proposed BNSF/CN transaction. Since the
announcement of the BNSF/CN transaction, the stock prices of the large publicly traded
North American railroads (including BNSF, CN, Canadian Pacific Limited, CSX, Norfolk
Southern, and Union Pacific) have declined significantly, on average 26.3% (Exhibit A).
This performance is in contrast to declines in the S&P 500 stock index, the S&P
Industrials, and the S&P Transportation index of 6.2%, 5.1%, and 3.7%, respectively,
over the same period.

This relative underperformance provides no evidence that equity investors are
bidding up the stock prices of other railroads in anticipation of further consolidation in
the sector, as has been a common occurrence in other industries subject to increased
merger speculation. From the stock price performance of the industry, one cannot say
that equity investors view further consolidation as inevitable. Furthermore, neither are
other railroads being “punished” by equity investors because BNSF and CN have
announced a combination and they have not, nor are BNSF and CN being “rewarded”
because they have, Both BNSF and CN stock prices have declined in line with those of
theit peers since the December 20" announcement.

There are a great number of factors entering into the ongoing price weakness of
railroad stocks, including specific performance factors at particular individual railroads,
the disfavor in which investors currently hold transportation-related securities in
general, and macro market issues that have resulted in a wholesale rotation out of
capital-intensive, “old economy” stocks like railroads into the technology and
telecommunications sectors. However, there is no evidence to indicate that the public
equity markets are “requiring” further mergers in the North American railroad sector.

It should also be noted in this context that investors appear to have reacted
negatively to the length, complexity, and uncertainty of the regulatory review process
itself. There have been several market commentators who have remarked publicly that,
notwithstanding the positive expected long-term benefits of the BNSF/CN combination
on BNSF and CN, the lengthy regulatory review period required under present
legislation potentially renders these stocks “dead money” for a considerable amount of
time. These commentators have speculated that some investors have abandoned
railroad stocks for the time being and are waiting to revisit their investment in the sector



until the regulatory environment becomes clearer.

SECOND, the Board “is seeking views on the effects of railroad consolidations on
the financial condition of the railroad industry and the industry’s ability to provide
responsive service at reasonable prices.” While there are a number of potential
responses to this inquiry, I will focus on two principal related areas. First, how has past
consolidation activity affected the financial health of the industry and how can future
consolidation (including the BNSF/CN transaction, if approved) be expected to affect
the future financial health of the industry? Second, how has past consolidation affected
and how can future consolidation be expected to affect North American railroads’ ability
to invest in their business?

In connection with the first point of discussion, it is important to distinguish
among the very different financial effects of different transaction structures on the
financial health of individual railroads. Combinations that are funded with substantial
amounts of debt, like the joint purchase of Conrail by Norfolk Southern and CSX, entail
very different financial consequences than combinations funded mostly or entirely with
equity, such as the BNSEF/CN combination. The former impose greater debt service
burdens on the operations of the combined companies and increase leverage ratios,
thereby constraining future debt financing capacity, whereas the latter avoid many of
these potentially negative effects,

It is also important to distinguish among the very different financial histories of
individual railroads, as opposed to speaking of a financial construct like the health of the
“industry.” All of the major North American railroads have gone through substantial
transformations over the past several decades, and this transformation has, if anything,
accelerated in recent years. Each of the major railroads in North America has gone
through one or more substantial combinations with other railroads, and the history of
their financial performance has been inseparable from the history of these combinations.
As the Board is intimately aware, of the four major industry mergers or combinations in
the North American rail industry in the last several years, those of Burlington Northern
and the Atchison Topeka & Santa Fe and Canadian National and Illinois Central were
relatively trouble-free, and the financial results posted by BNSF and CN after these
transactions show relatively little disruption and increasing financial health as measured
by growth in revenue and operating results and reduced leverage (Exhibit B). In
contrast, we have all seen the financial deterioration associated with the more troubled
integrations of the Southern Pacific into Union Pacific and the split up of Conrail by NS
and CSX.

As measured by Standard & Poors credit ratings histories of the major North
"Ametican réilrodds arid their prédecessor compaties over'the past'decdde (rxibif L), 1t
is not clear that consolidation activity in the industry has measurably affected the credit
quality of the industry. Itis certainly true that in 1990 and in 1994 (before any of the
recent major rail mergers), industry participants’ senior unsecured credit ratings varied
more widely than they do today, from a high of AA to a low of B+ (1990) or BB+ (1994).
It is also true that certain companies’ credit ratings have deteriorated since 1990.
However, this industry consolidation has resulted in the absorption by stronger, more
creditworthy railroads of a number of weaker, sub-investment grade companies (Illinois



Central, Southern Pacific, and CNW). As measured by credit rating, industry credit
quality has been more characterized by a trending toward the now current mean of BBB
than by any uniform downward trend. Furthermore, notwithstanding the active
consolidation that has taken place in the industry and the financial distress a few
railroads have experienced in connection with prior mergers, the major participants in it
remain investment grade credits, firmly in the camp of those corporations most able to
access the public capital markets on relatively favorable terms.

The fact that North American railroads remain investment grade credits after
substantial industry consolidation has already occurred bears directly on my second
point. North American railroads have had and should continue to have numerous
sources of internally and externally generated capital available to them to invest in their
business, notwithstanding past or future merger activity that is conducted on a prudent
basis. Since the beginning of 1995, during the period when much of the recent
consolidation in the industry took place, major North American railroads have tapped
the investment grade debt capital markets for over $20 billion in new financing (Exhibit
D). The markets and sources tapped have been extremely diverse, including Medium
Term Notes, Equipment Trust Certificates, Pass-Through Certificates, unsecured notes
and debentures, secured notes, floating notes, and others. In addition, major North
American railroads have raised almost $5.4 billion in new equity capital since 1990
(Exhibit E). This latter figure includes $1.5 billion of convertible preferred securities
raised by Union Pacific in March of 1998, at a time when its troubles with the integration
of Southern Pacific were near their peak and it needed to shore up its balance sheet with
additional equity capital.

It is an interesting and relevant feature of the debt capital markets that North
American railroads’ corporate debt has consistently been issued and trades at lower
yields than those of otherwise comparably rated investment grade industrial
corporations. This feature has persisted in the bond market for some time now, and is a
marker of the eagerness of corporate bond investors to help finance railroads in the
public debt markets (Exhibit F). This data, and the data concerning capital raising by the
industry during the recent period of consolidation, strongly argue against the thesis that
industry consolidation has somehow impaired North American railroads’ ability to raise
capital from public sources now or in the past. (That being said, it is important to note
that bond investors would not be indifferent to increased regulation of the industry.
Like equity investors, bond investors would likely react negatively to increased delays,
complexity, or uncertainty surrounding the regulatory approval process, and this
reaction would in itself contribute to reducing railroads’ access to acceptably priced debt
capital.}

Finally, railroads have traditionally been able to finance a substantial portion of
the investment in their business through internally generated cash flow. An
examination of the reported financial results of the major North American railroads in
existence today (including their predecessor companies) shows that each of these
companies has been able to fund all or a substantial majority of its capital expenditures
with internally generated cash flow from operations in almost every year since the
beginning of 1989 (Exhibit B). Over that petiod only one railroad, the Southern Pacific,
was unable to fund more than half of its annual capital expenditures out of internally



generated cash flows from operations in more than one year.

In conclusion, there is no current evidence that the public equity markets view
further consolidation as inevitable in the North American railroad industry. In addition,
it appears clear that equity investors are sending no signals through their behavior that
could be interpreted as encouraging the other major railroads to respond to the
proposed BNSF/CN transaction with their own mergers. Finally, one may also interpret
current depressed railroad stock prices as due, at least in part, to investors’ concern over
the length, complexity, and uncertainty surrounding the current regulatory review
process for railroad combinations. This interpretation would argue against any
initiatives to further increase the delays, complexity, or uncertainty surrounding this
process.

I believe [ have also shown that major North American railroads have had, and
continue to have, substantial internal and external resources available to them to allow
them to continue to invest in the capital assets required to deliver their services. Capital
markets for North American railroads are deep and wide, and there is no evidence that
past consolidation or the proposed BNSF/CN transaction has materially constrained
these markets in any way. Furthermore, the end-to-end, all-stock nature of the proposed
BNSF/CN combination should render that combination particularly robust in terms of
its ability to invest in and improve its service network.

RESPECTFULLY SUBMITTED,

Fred Larsen
Director, Investment Banking

SALOMON SMITH BARNEY



Exhibit A. Stock Price Performance

Burlington Northern Santa Fe
Canadian National Railway
Canadian Pagific Ltd

CSX Corporation

Norfolk Southern Corporation
Union Pagcific Corporation
S&P 500

S&P Industrials

S&P Transportation Index

Source: Bloomberg

12/17/99

Stock Price

2/25/00 % Change

28.38
44.20
32.10
36.00
22.38
44.31
1421.05
1782.13
606.28

20.06
34.25
27.95
21.25
13.75
37.44
1333.36
1690.42
583.75

(29.3%)
(22.5%)
(12.9%)
(39.3%)
(38.5%)
(15.5%)
(6.2%)
(5.1%)
(3.7%)
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Exhibit F. Average Monthly Trading Yields, 1998 to Present

BBB/BBB+
Date Railroads Industrials Difference

Jan-98 6.726% 6.822% 0.096%
Feb-98 6.619 6.716 0.097
Mar-98 6.714 6.838 0.124
Apr-98 6.761 6.845 0.084
May-98 6.720 6.840 0.120
Jun-98 6.641 6.751 0.110

Jul-98 6.648 6.766 0.118
Aug-98 6.748 6.863 0.115
Sep-98 6.839 6.983 0.144
Oct-98 6.306 6.516 0.210
Nov-98 6.491 6.785 0.294
Dec-98 6.317 6.638 0.321
Jan-99 6.362 6.676 0.314
Feb-99 6.193 £.586 0.393
Mar-99 6.661 7.019 0.358
Apr-99 6.642 6.929 0.287
May-89 6.733 6.895 0.162
Jun-99 7.097 7.219 0.122

Jul-99 7.252 7.408 0.154
Aug-99 7.433 7.622 0.189
Sep-99 7.585 7.817 0.232
Oct-99 7.622 7.755 0.233
Nov-99 7.578 7.888 0.310
Dec-99 7.665 7.956 0.291
Jan-00 7.826 38.111 0.285
Feb-00 7.826 8.111 0.285

Average 6.919% 7.129% 0.210%

Source: Salomon Smith Barney Research



